Using the economic freedom index and the newly developed KOF-index of globalization, it is shown that the Scandinavian welfare states have experienced faster, bigger and more consistent increases in these areas, compared to the smaller Central-European and the Anglo-Saxon welfare states. The market economy and globalization hence do not pose threats to these welfare states, but are instead neglected factors in explaining their survival and good economic performance.
INTRODUCTION
The big Scandinavian welfare states show remarkable resilience, and many attempts have been made to explain the decent growth performance and the continued political support for the Scandinavian high tax societies. This paper points to two previously neglected, but potentially important factors: Big increases in economic freedom and globalization.
Explaining welfare state survival is a fairly new research question for social scientists. In the early 90s, both popular and academic debate focused highly on the problems caused by the welfare states' high taxes and high levels of public expenditure -see for example Snower (1993) , Lindbeck (1994) and the numerous examples of articles dismissing the Swedish model in publications such as The Economist listed in Lindert (2004) . In addition to internal problems, authors such as Martin and Schumann (1997) and Strange (1996) argued that the external forces from globalization were undermining the fundaments for big government.
Today, the debate has changed. A number of empirical studies show that high taxes and expenditures persist, and that the universal structure of the Scandinavian welfare states remains largely intact, despite the economic crisis of the early 90s. 1 In fact, during the economic crisis of the 90s, welfare state cutbacks were biggest in the Anglo-Saxon countries where the welfare state was smaller to begin with -see for example Korpi and Palme (2003) and Swank (2002) . As a result, scholars are now taking on the task of explaining what Rothstein and Lindbom (2004) calls "the mysterious survival of the Scandinavian welfare state".
The mystery does not primarily concern political support for big government -mainstream public choice theory provide several explanations of why big government may arise and persist in democracies. 2 More curious is the good economic performance of big welfare states. As can be seen in Table 1 , the Scandinavian welfare states have an above average growth record during the period 1970-2000: Sweden has to some extent lagged behind, but Finland and especially Norway have grown steadily.
As will be demonstrated, the development of economic freedom and globalization in the Scandinavian welfare states since 1970 suggest that these countries have succeeded in compensating for negative effects of high taxes by a steeper increase in economic freedom and globalization. 
HYPOTHESES, DEFINITIONS AND MEASUREMENT
According to the compensation hypothesis developed here, welfare states compensate for negative effects of high taxes in (at least) two ways: Economic freedom and globalization. Below I demonstrate that such a compensation is theoretically possible, and in section 3 it is shown that the compensation has indeed taken place.
Compensation through economic freedom
The fundament for prosperity in a market economy is a voluntary exchange of goods and services. In markets without market failures, this will produce an efficient allocation of resources and a division of labor. The most basic theoretical reason for expecting a negative effect of taxes on economic efficiency, is that transactions that would take place without taxation, may not take place when buyers or sellers in addition to the price they agree upon must may taxes.
However, the price for a good or a service (with or without taxes) is only one part of the total cost of a transaction. Other transactions costs include for example the costs for buyers and sellers to find each other, to reach an agreement and mutually and credibly ensure each other that they will in fact stick to the agreement they make, and possibly also agree on how to solve potential disputes. It is obvious that for example well-defined property rights, a functioning legal system and a stable currency are factors that lower transaction costs drastically -and these factors are captured by the economic freedom index.
Note that the total distortion created by taxation depends on how the tax-revenue is spent. For example, tax revenue used to finance cash benefits that are close substitute to labor income, induce higher inefficiencies because of the adverse effect on work incentives. On the other hand, tax revenue may also be spent on public goods or consumption with only small negative or even positive effects on economic efficiency -a point recently made forcefully by Lindert (2004) .
However, the costs created by the tax-wedge are inescapable, regardless of how the tax revenue is spent. Similarly, higher economic freedom decreases transaction costs regardless of how any tax revenue is spent. For this reason, this paper is focused on taxes and economic freedom, rather than the composition of public spending.
Compensation through globalization
Traditionally, it has been assumed that increasing globalization, especially the increased mobility of labor and capital, will cause trouble for big welfare states -see for example Martin and Schumann (1997) . There has been talk about a race to the bottom, in which countries compete with each other for high quality labor and capital, by lowering taxes and welfare benefits -see Sinn, 2004 ) Peterson and Rom (1990 and Gramlich (1982) . Recently, however, empirical evidence suggest that globalization and big welfare states are compatible -see Dreher (2006b) , Mendoza and Tesar (2005) and Castles (2004) . 4 Often overlooked, there are several mechanisms through which globalization may affect the welfare state in a positive way. For example, high taxes have a negative impact on the division of labor, but economic openness and free trade create more opportunities for a division of labor to arise. Furthermore, with openness comes not only access to new products through free trade, but also access to knowledge and technologies that play a fundamental role in economic growth according to the so-called 'endogenous' or 'new' growth theory (Romer, 1986 (Romer, , 1990 ).
Iversen (2005) proposes a theory about welfare states that potentially explains why globalization and big welfare states often exist together: Big welfare states might run into problems if they did not apply a policy of economic openness:
labor-intensive, low-productivity jobs do not thrive in the context of high social protection and intensive labor-market regulation, and without international trade countries cannot specialize in high value-added services.
Lack of international trade and competition, therefore, not the growth of these, is the cause of current employment problems in high-protection countries." [p. 74] According to this view, the negative effects of high transfers and labor-market regulation can be compensated by economic openness, because this allows welfare states to specialize in high value-added services.
4 In fact, Rodrik (1998) argues that the big government of open economies is caused by the need for protection against economic volatility -an explanation dismissed on empirical grounds by among others Alesina and Glaeser (2005) .
Measuring economic freedom and globalization
To examine For this reason we use both the entire index as well as the part capturing only economic globalization.
A complete list of variables and weights can be found in the Appendix.
Classifying welfare states
According to Abrahamson (1999) , classifying welfare states has become a business of its own.
Important contributions to this literature are Titmuss (1974) and Esping-Andersen (1990).
Titmuss (1974) uses three categories: the 'marginal' (typical for Anglo-Saxon countries), the 'industrial achievement' (typical for Central European countries) and the 'institutional' (typical for the UK and Scandinavia). These correspond roughly to the categories identified by EspingAndersen (1990): The 'liberal', the 'corporatist' and the 'social democratic' welfare state, although UK is now put in the 'liberal' category.
In a well-known paper, Korpi and Palme (1998) Benefits are typically higher, cover larger shares of the population, and are to a smaller extent means-tested against recipients' income.
On the other side of the scale, we find 'liberal', 'residual' or 'marginal' welfare states such as the US and the UK. Here benefits are lower, more means-tested and the reliance on private funding and market provision of welfare services is bigger. Finally, we have the Central European ('Christian democratic' or 'corporatist') welfare states with high to fairly high taxes, and a high reliance on corporatism and family based solutions.
Beyond these broad descriptions, there are disagreements regarding the details: Different authors use different number of categories, and some countries are not easily categorized. I follow 6 There is, however, much less agreement on the appropriate labels of different categories: The labels Scandinavian, universal, institutional, encompassing and social democratic all refer roughly to the same countries -see Bergh (2004) for a discussion of how to define and measure welfare state universality. 3. ANALYSIS Table 2 shows the economic freedom index and the globalization index for the countries studied.
The economic freedom index is shown with the government size component excluded as well, and the globalization index is also shown measuring only economic globalization.
As expected, the Scandinavian countries had the lowest degree of economic freedom in 1970.
Since then, however, the Scandinavian countries have experienced the largest increase in economic freedom. Looking at EFI2-5, i.e. the type of economic freedom that is not related to government size, the trajectory for the Scandinavian countries is even more remarkable, with an average increase of 1.67 index points, compared to 0.91 for the liberal and 0.11 for the CentralEuropean welfare states. Except for the Scandinavian countries, only France and the Netherlands have had a bigger increase in economic freedom when EFI1 is excluded, compared to the total EFI measure.
For globalization, the liberal welfare states have had the biggest increase, but the Scandinavian ones are not far behind. Looking at economic globalization only, the Scandinavian and the Central-European welfare states both started higher and also experienced bigger increases than the liberal welfare states. 
Economic freedom
Let us now study the relationship between total government size (as measured by taxes share of GDP) and economic freedom (as measured by EFI2-5). In this case it is important not to use The patterns reveal some interesting facts:
• All countries experienced a decrease in economic freedom in the early 70s. This decrease was biggest in the Central-European countries.
• The Scandinavian countries started from a very low level of economic freedom, but since the mid-70s, the development towards economic freedom has been faster than in other countries.
reform has been undertaken in the Scandinavian countries, see Agell et al. (1996) • In the mid-80s, liberal and Central-European welfare states experienced slower development of economic freedom, but the Scandinavian countries did not. As a result, the Scandinavian countries passed the Central-European ones, and have since been as free as the liberal welfare states.
• Between 1995 and 2000, the rapid development of economic freedom in Scandinavia suddenly halted, but at a very high level.
The welfare state categories used seem to make sense: The countries in each category behave similarly, and the categories behave differently from each other. Excluding single countries do not alter the conclusions. Two countries deviate partially from the pattern, both in the CentralEuropean category. Italy started at very high levels of economic freedom in 1970 but experienced an extremely sharp decline. The Netherlands increased economic freedom in the 90s in a pace similar to the Scandinavian countries. Correcting for these two outliers, the curve for the CentralEuropean countries would start and end slightly lower.
Globalization
Turning to the globalization hypothesis, Figure 2 shows that a similar pattern emerges when we study the evolution of taxation and globalization, as measured by the KOF-index. Since 1985, the Scandinavian welfare states have had a faster increase in overall globalization. Focusing economic globalization only, the Scandinavian and central European welfare states are rather similar -but the liberal welfare states are actually less globalized. While the low values in the beginning of the period are driven partly by the UK, this effect disappears as UK converge, but the liberal welfare states remain less globalized throughout the period. This supports the mechanism described by Iversen (2005) , that countries with higher social protection and labormarket regulations compensate with a higher openness to trade. 
Explaining growth
As noted in the introduction, the effect of general government size on growth is highly debated and seems to be very hard to estimate robustly. A huge amount of research examines the relation between government size and growth -but no consensus has emerged. 11
In contrast, it is undisputed that economic freedom has a big and robust positive effect on growth: Doucouliagos and Ulubasoglu (2006) conduct a meta-study of 52 studies dealing with the impact of economic freedom on economic growth, and conclude that "economic freedom has a robust positive effect on economic growth regardless of how it is measured" (p. 68).
By decomposing the index into its subcomponents and by using extreme bounds analysis and reweighted least squares, Berggren and Jordahl (2005) show that, by a big margin, the most robust component of the EFI-index in explaining growth is EFI2, i.e. legal structure and security Fra, Gre, Bel, Ned, Ita, Swi.
USA, UK, Aus , Can.
Thus, high-tax countries have had the biggest increases in economic freedom, especially in those areas which are most important for growth. For this reason, the lack of robust results in studies trying to estimate the effect of government size on growth, is not surprising: These studies typically do not control for economic freedom as captured by EFI2-5, or anything similar.
The trajectories of different countries mean that cross-country comparisons today and in the 70s produce very different pictures, ash shown in Figure 5 . In the 1970s, higher taxes were correlated with lower economic freedom, and the trade-off seemed steep when looking at a scatter plot.
Since the mid-80s, this is no longer the case -the relation has actually become u-shaped, with the highest economic freedom in the low-tax liberal welfare states, and in the high tax Scandinavian welfare states. The Netherlands is an interesting outlier in this pattern: Its increase in economic freedom in the 1990s beats all other countries (seemingly, this also resulted in higher growth, see Table 1 ). Empirically, there is also a positive correlation between different measures of globalization and growth -see the survey and results based on the KOF-index in Dreher (2006a) . This means that ideally, a measure of globalization should also be included when analyzing the effect of government size on growth.
In Berggren and Jordahl (2005) , government size as measured by EFI1, indicates that smaller government is correlated with higher growth, but this coefficient is not significant. This suggests that when controlling for other explaining variables, such as different measures of economic freedom, government size does not matter significantly for growth -but the effect of property rights and legal structure is both significant, big and robust.
To sum up, the compensation hypothesis has empirical support, when it comes to economic freedom as well as globalization. Furthermore, since 1975 the Scandinavian countries have been particularly successful compared to other countries in improving economic freedom through secure property rights and legal structure, the area most robustly related to economic growth.
CONCLUDING DISCUSSION
In the Scandinavian countries, there are few signs that the dystopia described by Hayek (1944) in "The road to serfdom" is about to come true. On the contrary, big government seem to thrive in peaceful co-existence with high and increasing degrees of economic freedom. For over 30 years, the Scandinavian welfare states have increased economic freedom and openness in a remarkable
way. This development does not support the idea that the welfare state is threatened by market economy, economic freedom and globalization.
Except for the interesting case of the Netherlands, it is worth noting that the welfare states categories seem to make sense: There are clear similarities within groups and clear differences between groups. The qualitative results are not changed by excluding hard-to-classify countries (such as Canada, Australia and Denmark), or by using the classification of Korpi and Palme (1998) instead.
The mechanisms pointed to in this paper does not exclude other explanations of welfare state survival. For example Rothstein and Lindbom (2004) argue that there are two reasons for the mysterious survival of the Swedish welfare state, both related to its organization. First, the middle class has stakes in the continuity of the welfare state. Second, the system promotes attitudes of distributional and procedural justice that strengthens welfare state support. The importance of support from the broad middle class is noted by many scholars, for example Korpi and Palme (1998) and Goodin and Le Grand (1987) . However, while these explanations without doubt play a big role in explaining political support, they do not explain the decent economic performance of high tax countries, as indicated by Table 1 . Lindert (2004) attempts to explain what he calls the free-lunch puzzle, by which he means the absence of a robust and significant negative correlation between government size and growth. He proposes the following explanations: Compared to other countries, the high tax countries have a more pro-growth tax-structure, higher work incentives for young adults, and subsidized early retirement and unemployment compensation that lower employment but raise productivity of those who work. Finally, Lindert argues that there are positive growth effects of social spending. 13 None of these explanations contradict the explanation proposed here, and it will be left for future research to determine the relative importance of different factors.
Finally, it should be noted that the quantitative resilience of high tax-societies does not imply that the organization of the welfare state today is the same as it was in the 70s. On the contrary, there is evidence that the welfare state has undergone some important organizational changes to increase flexibility and freedom of choice -see for example Blomqvist (2004) . Nevertheless, the development in Scandinavia over the last 30 years as described in this paper clearly shows that economic freedom and globalization is highly compatible with high taxes and a big welfare state.
13 Just like, Rothstein and Lindbom (2004) , Lindert uses the case of Sweden to illustrate his arguments.
In some areas, however, Lindert's descriptions of Sweden have been questioned -see Bergh (2006) . ii. Mean tariff rate.
iii. Standard deviation of tariff rates.
B. Regulatory trade barriers.
i. Hidden import barriers: No barriers other than published tariffs and quotas.
ii. Costs of importing: the combined effect of import tariffs, licence fees, bank fees, and the time required for administrative red-tape raises costs of importing equipment by (10 = 10% or less; 0 = more than 50%).
C. Actual size of trade sector compared to expected size.
D. Difference between official exchange rate and black market rate.
E. International capital market controls i. Access of citizens to foreign capital markets and foreign access to domestic capital markets.
ii. Restrictions on the freedom of citizens to engage in capital market exchange with foreigners-index of capital controls among 13 IMF categories. ii. Competition: domestic banks face competition from foreign banks.
iii. Extension of credit: percentage of credit extended to private sector.
iv. Avoidance of interest rate controls and regulations that lead to negative real interest rates.
v. Interest rate controls: interest rate controls on bank deposits and/or loans are freely determined by the market.
B. Labor Market Regulations
i. Impact of minimum wage: the minimum wage, set by law, has little impact on wages because it is too low or not obeyed.
ii. Hiring and firing practices: hiring and firing practices of companies are determined by private contract.
iii. Share of labor force whose wages are set by centralized collective bargaining.
iv. Unemployment Benefits: the unemployment benefits system preserves the incentive to work. Taxes on International Trade (percent of current revenue) (24%)
